This paper focuses on the importance of accounting harmonisation on foreign activities at a macroeconomic level. International Financing Reporting Standards (IFRS) adoption is considered to reduce information costs among countries and is, therefore, an important way to encourage international trade in goods and investments. The fixed-effects vector decomposition (FEVD) procedure is used to estimate panel data characterised by the presence of time invariant variables in a gravity model approach. The results provide evidence that benefits exist in terms of trade in goods and FDI when IFRS are adopted.
Introduction
This paper is related to the home bias literature on trade in goods and equity portfolios. It is well-known that people mainly consume domestically produced goods and that stock market investors prefer domestic assets. Obsfeld and Rogoff (2000) initiated a new stream in empirical literature when they cited these facts as two of the six major puzzles in international economics. Moreover, these two puzzles are related since countries which are more open to trade in goods are also more financially open (Lane, 2000) . Portes and Rey (2005) uncovered a specific geographical pattern of international asset transactions and proved that the information required to evaluate financial assets is not equally available to all market participants, and that the lack of this information is much more important than the diversification opportunities in foreign markets. Therefore, increasing the comparability of financial information having an important effect on reducing information costs and investor uncertainty.
Hence, foreign activities increase among European countries.
This paper is arranged as follows. Section 2 describes key issues in accounting harmonisation and information asymmetries. Section 3 describes the gravity model, while Section 4 presents the estimated equation and the fixed-effects vector decomposition methodology (FEVD). Section 5 describes data, sources and variables. Section 6 covers an empirical analysis where the main results are presented. Finally, Section 7 puts forward the conclusions drawn.
Accounting harmonisation and information asymmetries

The accounting harmonisation process in the European Union
The free movement of goods and production factors are the fundamental freedoms of the European common market, as they move to the area where they are most valued, improving the efficiency of resource allocation. To achieve the free movement of goods and factors of production, the infrastructure of national markets has to be harmonised. Financial accounting is considered a part of this infrastructure (Choi et al, 2001 ).
As regards the European accounting harmonisation process, the main instruments used to promote accounting harmonisation within the European Union (EU) were the Fourth and the Seventh Company Law Directives. The former (1978) aimed to harmonise the national laws on the accounting regulations and intended to make it easier for investors, lenders and suppliers to obtain, understand and rely on the accounts of companies in other Member States, and to promote fair competition among Member State companies (Roberts et al., 2002) . The latter (1983) concerned consolidated accounting in Member States. The implementation of the Directives into national laws brought about a change in the aim of accounting in many Continental European countries which shifted from the purpose of determining tax and dividend payments to provide timely and useful information argues that financial reporting reduces information asymmetry by disclosing relevant and timely information (e.g. Frankel and Li, 2004) .
Information asymmetries play an important role in equity flows (Portes and Rey, 2005) , and also in foreign investments and international trade in goods (Guerin, 2006) . The information asymmetries arising from differences in financial reporting influence foreign investments since they affect the firms' performance to locate and invest abroad. Otherwise, the relationship through which financial accounting information matters on trade in goods is not so straightforward, and is related to the fact that exporting firms face large fixed costs. Exporting activities involve investment that cannot be financed internally. Thus, there is a need for outside finance. However, exporting costs are difficult to finance since investments are made long before any export revenue is collected, and they provide limited collateral (Becker and Greenberg, 2003) . For outsiders, revenues from abroad may be difficult to verify, therefore making access to relevant and timely information easier means that contracts are enforced more reliably, and financial intermediaries are more capable of assessing potential risks and rewards.
An example of how financial accounting information affects trade is the case of "factoring". In this case, trade is related to the quality of financial reporting, since large institutions deliver credit to firms and they focus on the quality of the accounts receivable (Berger and Udell, 2006) .
The gravity model
One of the main devices used to analyse the determinants of international trade flows is the gravity model of trade. Some authors have referred to this model as the "workhorse" of empirical trade studies (Eichengreen and Irwin, 1998; Cheng and Wall, 2005) . De Ménil (1999) finds that a gravity model accounts well for FDI among European countries and, more recently, Portes and Rey (2005) show that it explains transactions in financial assets at least as well as trade in goods.
Therefore, the gravity model is the modelling framework used in this paper.
According to the generalised gravity model of trade (Deardorff, 1995) 
Model specification and methodology
A number of dummies representing geographical, historical and cultural characteristics are usually added to gravity models. Integration dummies are also where ln denotes natural logarithms, X ij denotes the value of bilateral exports/FDI flows from country i to j at time t. As in Portes and Rey (2005) and Brouwer et al (2008) , the dependent variables are expressed in nominal terms.
Adj ij is a dummy that takes a value of 1 when countries share the same border, and zero otherwise. Dist ij is calculated based on bilateral distances between the largest cities of country i and j, the intercity distances being weighted by the share of the city in the overall country's population. Lang ij is a dummy for countries sharing a language that is spoken by at least 9% of the population in both countries. ) is a transition country, which is zero otherwise. v Finally, ij u is a bilateral specific effect, t ϕ is a time-specific effect, and ijt ε is the error term.
Since the data-set is a panel, special estimation techniques are needed. One technique could be to control for fixed effects.
vi However, the model contains a number of time-invariant parameters such as distance, language and border.
Therefore using a fixed effect estimator leads to the omission of these timeinvariant variables, which are key variables in the estimated gravity model.
Plümper and Troeger (2007) 
In the first stage, the FEVD procedure estimates a standard fixed effects (FE) model. The FE transformation can be obtained by demeaning the time-variant variables:
This transformation removes the individual effects and the time-invariant variables. It is run for the purpose of obtaining estimates of the unit effects:
where FE k βˆ is the pooled-OLS estimate of the demeaned model in Equation (5).
At stage 2, the unit effects i û from the first stage are regressed on the observed time-invariant variables (z variables). The estimated unit effect is decomposed into two parts: an explained and an unexplained part ( i h ).
The unexplained part, i h , is obtained by computing the residuals from Equation (7):
In the third stage, the full model in Equation (4), by excluding the unit effects but including the unexplained part i h , is estimated by the pooled OLS:
h no longer correlates with any of the time-invariant variables. Hence, it is possible to account for individual fixed-effects.
Data, sources and variables
The sample used in the empirical analysis includes data on bilateral exports of obtained from Deloitte (2003 Deloitte ( -2008 . Table 1 xi shows a summary of the variables used in the empirical analysis and 6. Empirical results
The effect of IFRS adoption on international trade and FDI
To analyse the effect of IFRS adoption on trade in goods, Equation (3) is estimated with the data of the 27-EU Member countries from 1999 to 2007.
xii Column (1) in Table 3 shows the estimation results. The obtained results not only
show that adjacency, to have had a recent colonial relationship, the EU and IFRS dummies are significant, but also show the expected positive sign. Distance, language (unexpected), common coloniser and the same country dummy are significant, and negatively signed. These results show that IFRS adoption has benefited European countries in terms of trade in goods.
Equation (3) is also estimated with the FDI data of the 27-EU Member countries, (4), (6), (8) and (10) in Table 3 show the estimation results. The effect of the variables differs on total FDI, equity, retained earnings and loans.
Adjacency, language and colonial ties are significant and show the expected positive sign in all cases. In relation to distance, FDI adds a special consideration since horizontal FDI increases with greater distance, while vertical FDI is discouraged by greater distance (Loungani et al, 2002 Finally, the performance of the regressions can be compared using the root mean squared error (RMSE). According to this criterion, the model performs better for retained earnings and loans than for equity capital.
Sensibility analysis
For half a century, the EU has pursued ever-deeper integration while taking in To analyse the effect of IFRS adoption on trade in goods and FDI in transition economies, a transition dummy is included when the exporter/importer country Table 3 show the expected negative sign in all cases since a number of these countries are currently in the process of developing the market institutions that they need to participate in the global economy.
In order to analyse whether the transition countries may benefit from IFRS adoption to a greater extent, Trans i (Trans j ) is interacted with IFRS when the exporter (importer) is a transition economy. The obtained results in Column (2) show that transition countries have benefited the most from accounting harmonisation in the EU in terms of trade in goods in the period 1999-2007. This interaction is not significant in FDI regressions. xvi A possible explanation of there being no effect on FDI is that this analysis deals with the mandatory adoption of IFRS in 2005. However, a number of authors report that primary beneficiaries of IFRS adoption in terms of improvements in accounting quality are voluntary adopters rather than firms that are forced to switch to IFRS (Daske et al., 2008; Christensen et al., 2008) , and that transition countries are less likely to contain voluntary adopters (Broadman et al., 2004) . This is likely to bias against the prediction that IFRS adoption in transition countries fosters FDI.
Given that the information asymmetries between countries sharing similarities in culture, history and geography are likely to be less pronounced prior to IFRS adoption, the rest of the independent variables also interact with IFRS since the benefits of IFRS adoption are expected to be lower. Moreover, legal origins are related to the enforcement of shareholder rights, then it is possible that IFRS will be implemented and interpreted differently in countries with different legal systems. Column (2) shows the results of the interaction dummies as well as the expected positive effect of IFRS adoption on trade in goods. These results highlight the hypothesis that heterogeneity exists in the sample since the benefits of IFRS adoption in terms of trade in goods are lower for neighbouring countries;
those that have had a colonial relationship after 1945 and those that were the same country. Moreover, the positive and significant interaction of IFRS with the legal origin dummies emphasises the hypothesis that those countries with Scandinavian legal traditions benefit the most from adopting IFRS in terms of trade in goods.
Finally, unfamiliarity aversion heterogeneity is taken into account to consider whether the effect of IFRS adoption on exports/FDI differs across countries according to behavioural factors. The adoption of harmonised accounting standards should decrease the perceived risk of doing business with unfamiliar people in more uncertainty averse countries to a greater extent since uncertaintyaverse economic agents dislike situations where information is less readily available. Huang (2007) shows that uncertainty-tolerant countries are better at capitalising exporting opportunities, whereas higher uncertainty-aversion leads to lower trade flows to distant partners than gravity models predict.
The Uncertainty Avoidance Index (UAI) xvii is used to analyse the determinants of trade and FDI by taking into account unfamiliarity aversion heterogeneity.
A cluster analysis is performed to classify EU countries according to their UAI. Table 4 shows that three groups are distinguished. The first group (with the lowest UAI) includes countries with English and Scandinavian legal origins, the second group mostly includes countries with a German legal tradition. Finally, the third group includes countries with a relatively high uncertainty-aversion in the EU. 
Robustness analysis
For the sake of comparison, and in a first step, Table 6 shows the results of estimation in real terms. The specification is similar to that estimated in the previous section. The difference lies in the definition of the dependent variables, exports and FDI, which are deflated by the GDP deflator of the country of origin. Table 6 shows that the signs and estimates of the key variables are similar.
In a second step, the economic size of the origin and destination countries is included in the specification. The economic sizes may be measured with gross domestic product (GDP) and the estimated coefficients are usually close to the predicted value of one. Then, the theoretical prediction of unitary elasticities is imposed. Finally, the IFRS indicator variable captures effects when both countries i and j report using IFRS. This means that cases where only one country in a given pair has implemented IFRS, and cases where neither country has adopted them, are pooled together in the 'zero' category. In order to separate these effects out, two dummy variables IFRS i (IFRS j ) are constructed which take the value of one when the exporter/origin (importer/destination) country requires IFRS for domestic listed companies, and zero otherwise. Column (3) in Table 3 shows that both IFRS i and IFRS j are positive and significant in terms of trade. Otherwise, only IFRS i is positive and significant in FDI regressions. This result supports IFRS being an important way to give access to the most important capital markets.
Conclusions
The present paper shows that the accounting harmonisation process in Europe is a way to reduce information costs and unfamiliarity between countries and, therefore, an important way of encouraging international trade and foreign direct investments. From a gravity framework, and using a methodology to estimate 
TABLES
CEPII (2007)
Dist ij : Distance Distance between two countries based on bilateral distances between the biggest cities of those two countries, those inter-city distances being weighted by the share of the city in the overall country's population.
Lang ij : Language dummy Dummy variable = 1 if the trading partners countries share language that is spoken by at least 9% of the population in both countries, 0 otherwise. 5,860 6,424.88 6,960 5,895.61 6,910 2,484.18 6,950 2,248.08 6,120 2,512.66 6,290 2,969.76 6,800 4,880.26 8,570 2,947.83 7,070 2,724.54 20.65 -57.59 Sources: Deloitte (2003 Deloitte ( -2008 , Eurostat, La Porta et al (2007) and own elaboration. Note: The mean exports to the rest of 27-EU members is presented in millions of euros. The mean FDI inflows from the rest of 27-EU members, the United States, China, Japan, EFTA members and candidate countries, is also shown in millions of euros. A negative sign for flows indicates disinvestment. Mayer and Zignano (2006) use the colonisation term to describe a relationship between two countries, irrespectively of their level of development, in which one has governed the other over a long period of time and contributed to the current state of its institutions. v See the sensibility analysis in Section 6. vi There is evidence of correlation of the unobserved characteristics with a number of the explanatory variables. Although IFRS are positive and significant when estimating by random effects, this estimator leads to biased and inconsistent estimates of the parameters. vii "Goods" means all the movable property, including electric current. viii FDI stocks and flows must be differentiated. FDI stocks are the value of the existing investment at the end of the period, and FDI flows are the new investments made during the period. ix Data on bilateral exports were obtained from "EU27 Trade Since 1995 By SITC" (External Trade Data), while data on bilateral foreign investments were obtained from the Economy and Finance section (Balance of payments -International transactions). x The dist_cepii file was taken from http://www.cepii.fr/anglaisgraph/bdd/distances.htm. xi Table 1 : The first column lists the variables used for the empirical analysis; the second column outlines a description of the variables, and the third column shows the data sources. xii The dataset includes a maximum of 702 (27x26) cross-country trade flows and 9 years, resulting in a maximum of 6,318 observations. The presence of missing/zero values in the bilateral trade flows data reduces the sample to 4,910 observations. xiii The dataset includes a maximum of 1,190 (35x34) cross-country FDI flows and 9 years, resulting in a maximum of 10,710 observations. The presence of missing/zero values in the bilateral FDI flows data considerably reduces the sample. xiv Horizontal FDI occurs when the multinational undertakes the same production with activities in multiple countries. Vertical FDI occurs when the multinational acquires a stake in a foreign firm that either uses its output or provides its input. The primary activity of the foreign firm usually precedes or succeeds that of the parent company. xv The eight countries, which joined the EU on 1 May 2004 (Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, and Slovenia), and Bulgaria and Romania, which joined the EU in 2007, are those considered to be transition countries. xvi The results are available upon request from the author. xvii The UAI deals with a society's tolerance for uncertainty and ambiguity. It indicates to what extent a culture makes its members to feel either uncomfortable or comfortable in novel, unknown, surprising or different situations from the usual ones. xviii This implies that the income terms are passed over to the left hand side. The estimated equation in this case is: 
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